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INTRODUCTION 

This  pamphlet  has  been  prepared  by  the  staff  of  the  Joint  Com- 
mittee on  Taxation  for  the  use  of  the  Committee  on  Ways  and  Means 
in  connection  with  hearings  on  the  President's  1978  Tax  Reduction 
and  Reform  Proposals. 

The  first  part  of  the  pamphlet  provides  a  brief  summary  of  the 
President's  tax  proposals.  The  second  part  outlines  the  present  law, 
Administration  proposal,  and  revenue  effect  for  each  change  recom- 
mended by  the  President.  Appendices  to  the  pamphlet  provide  tables 
showing  the  revenue  and  income  distribution  effects  of  the  proposals, 
and  the  estimated  1979  poverty  levels  and  tax  thresholds. 

It  should  be  noted  that  the  revenue  estimates  provided  in  this 
pamphlet  are  those  of  the  Treasury  Department,  Office  of  Tax 
Analysis. 
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BRIEF  SUMMARY  OF  ADMINISTRATION  TAX  PROPOSALS 
Tax  Reduction  Proposals 

Individual  income  tax  reductions 

1.  Tax  rates  would  be  reduced  from  the  present  range  of  14  to  70 
percent  to  a  range  of  12  to  68  percent.  In  each  bracket,  there  would 
be  a  cut  of  up  to  5  percrntage  points  on  joint  returns,  and  up  to  7 
percentage  points  on  returns  of  single  people. 

2.  The  existing  $750  personal  exemption  and  the  general  tax  credit 
(which  equals  the  greater  of  $35  per  exemption  or  2  percent  of  the 
first  $9,000  of  taxable  income)  would  be  replaced  by  a  $240  tax  credit 
for  each  personal  exemption.  The  $240  amount  would  be  increased 
to  take  account  of  any  revenues  from  the  crude  oil  equalization  tax 
which  are  to  be  returned  to  consumers. 

3.  These  tax  cuts  would  take  effect  on  October  1,  1978.  For  calendar 
year  1978,  there  would  be  a  tax  cut  approximately  one-fourth  the  size 
of  the  full  year  cuts,  which  would  be  reflected  in  withholding  rates  in 
the  last  three  months  of  the  year. 

Business  tax  reductions 

1.  The  present  corporate  income  tax  rate  schedule  and  the  Admin- 
istration's proposed  rate  schedule  are  as  follows : 

Present  law  Proposed 

rates  new  rates 

Taxable  income  (percent)  (percent) 

0  to  $25,000 

$25,000  to  $50,000 

Above  $50,000 


However,  the  rate  on  income  in  excess  of  $50,000  would  be  reduced 
only  to  45  percent  in  the  period  before  January  1,  1980. 

2.  The  10-percent  investment  credit  would  be  made  permanent. 
(Under  present  law,  the  credit  will  go  back  to  7  percent  after  1980.) 
The  credit,  which  now  applies  only  to  equipment  and  certain  special 
purpose  structures,  would  be  extended  to  all  new  industrial  buildings 
and  to  investment  made  to  rehabilitate  existing  buildings  for  con- 
struction costs  incurred  after  1977.  Investment  credits  would  be 
allowed  to  offset  up  to  90  percent  of  tax  liability  (instead  of  100 
percent  of  the  first  $25,000  of  tax  hability  and  50  percent  of  tax 
Uability  in  excess  of  $25,000  as  under  present  law.)  The  full  10  percent 
investment  credit  (instead  of  5  percent)  would  be  extended  to  pollution 
control  equipment  qualifying  for  five-year  amortization  which  is 
placed  in  service  aft6r  1977. 
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Excise  tax  reductions 

1.  The  telephone  excise  tax,  scheduled  to  be  phased  out  between 
now  and  January  1,  1982,  would  be  repealed  as  of  October  1,  1978. 

2.  The  Federal  unemployment  insurance  tax,  which  applies  to  the 
first  $6,000  of  earnings,  would  be  reduced  from  0.7  percent  to  0.5 
percent  as  of  January  1,  1979.  (The  rate  rose  from  0.5  percent  to  0.7 
percent  on  January  1,  1977.) 


Tax  Reform  Proposals 

Itemized  deductivns 

1.  The  deduction  for  nonbusiness  State  and  local  sales  taxes, 
gasoline  taxes,  personal  property  taxes,  and  State  levies  for  disability 
insurance  would  be  repealed. 

2.  The  deduction  for  up  to  $100  of  political  contributions  (or  $200 
on  a  joint  return)  would  be  repealed.  The  credit  for  50  percent  of  the 
first  $50  of  contributions  (or  $100  on  a  joint  return)  would  be 
retained. 

3.  Medical  expenses  and  casualty  losses  would  be  deductible  only 
to  the  extent  that,  combined,  they  exceed  10  percent  of  adjusted  gross 
income.  Medical  insurance  premiums  would  be  treated  in  the  same 
manner  as  other  medical  expenses.  The  rule  limiting  deductible  cas- 
ualty losses  to  the  extent  that  each  loss  individually  exceeds  $100 
would  be  retained. 

Business  deductions 

1.  Deductions  would  be  disallowed  for  entertainment  facilities 
such  as  yachts,  hunting  lodges,  and  club  dues,  as  well  as  for  such 
entertainment  activities  as  tickets  to  theater  and  sporting  events. 

2.  Deductions  would  be  disallowed  for  one-half  of  the  cost  of  meals 
which  otherwise  would  be  deductible.  However,  meals  consumed  while 
traveling  away  from  home  overnight  would  continue  to  be  deductible. 

3.  Expenses  incurred  to  attend  foreign  conventions  would  be  dis- 
allowed unless  it  is  as  reasonable  for  the  meeting  to  be  held  outside 
as  within  the  United  States. 

4.  Deductions  for  first-class  airfare  would  be  disallowed  to  the 
extent  they  exceed  coach  fare  for  similar  flights. 

Tax  shelters 

1.  The  deduction  under  the  minimum  tax  for  one-half  of  an  in- 
dividual's regular  income  tax  liability  would  be  eliminated.  Capital 
gains  on  the  sale  of  a  home  would  be  exempt  from  the  minimum  tax. 

2.  The  "at-risk"  provision,  which  denies  the  deduction  of  a  taxpay- 
er's lospes  in  an  inv^^stment  except  to  the  extent  the  taxpayer  is  per- 
sonally liable,  would  be  extended  to  cover  all  activities  other  than  real 
estate  and  to  cover  closely  held  corporations  (controlled  by  5  or  fewer 
shareholders). 

3.  The  current  method  of  determining  useful  lives  of  buildings 
for  depreciation,  which  is  based  on  the  facts  and  circumstances  of 
the  individual  cases,  would  be  replaced  by  a  system  of  guideline  lives 
based  on  the  average  lives  now  u?ed  by  all  taxpayers.  The  method  of 
depreciation  for  buildings  would  generally  be  limited  to  straiffht-line 
depreciation,  instead  of  the  accelerated  depreciation  methods  used 
under  current  law.  Howover.  neAv  multi-familv  housing  would  be  able 
to  be  denrociated  using  the  150  percent  declining  balance  depreciation 
(instead  of  the  present  law  200  percent  declining  balance  method) 
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through  1982.  Also  Ioav  income  housina^  would  continue  to  be  depre- 
ciated usin^  the  200  percent  declining  balance  method  of  depreciation 
throug'h  1982.  After  1982,  only  new  low-income  housing  would  be 
eligible  for  nccelerated  depreciation  methods,  and  the  maximum  allow- 
able depreciation  would  be  based  upon  the  150  percent  declining  bal- 
ance, method. 

4.  New  limited  pai-tnerships  with  more  than  15  limited  partners 
would  be  taxed  as  corporations  so  that  they  could  not  pass  through 
their  losses  to  the  partners.  Residential  real  estate  partnerships  would 
be  exempt  through  1982  and  low  income  housing  would  continue  ex- 
empt as  long  as  150  percent  declining  balance  depreciation  was 
allowed. 

5.  The  IRS  would  be  authorized  to  conduct  audits  at  the  partner- 
ship level  and  apply  any  adjustments  to  returns  of  individual  partners. 

6.  Taxes  would  be  imposed  currently  on  the  earnings  of  most 
deferred  annuities  not  purchased  under  qualified  retirement  plans. 

7.  All  farming  syndicates  and  all  farni  corporations,  except  nurs- 
eries, subchapter  S  corporations,  and  those  with  gross  rocoipts  of 
$1  million  or  less  would  be  required  to  use  accrual  accounting  and  to 
capitalize  preproductive  period  expenses. 

Simplification  of  asset  depreciation  system  (ADR) 

The  proposal  would  give  legislative  authority  to  issue  new  ADR 
regulations  to  simplify  and  revise  the  present  regulations  for  all 
electing  businesses. 

Capital  gains 

The  25-percent  alternative  tax  on  the  first  $50,000  of  an  individual's 
capital  gains  would  be  repealed.  Capital  gains  would  continue  to  be 
taxed  at  one-half  the  regular  tax  rates. 

Fringe  benefits 

1.  The  present  employee  tax  exemption  for  premiums  paid  and 
benefits  received  under  employer  health,  accident,  disability,  and  group 
life  insurance  plans  would  be  limited  to  those  plans  which  do  not 
discriminate  in  favor  of  shareholders,  officers,  and  higher-paid 
employees. 

2.  The  $5,000  employee  death  benefit  exclusion  would  be  repealed. 

3.  There  would  be  a  limit  on  the  extent  to  which  qualified  pension 
plans  may  be  integrated  with  social  security.  Generally,  there  would 
have  to  be  at  least  1  percent  in  contributions  or  benefits  on  compensa- 
tion below  the  social  security  wage  base  for  every  1.8  percent  in 
contributions  or  benefits  provided  on  compensation  above  the  wage 
base. 

4.  Employer  contributions  under  a  nondiscriminatory  "cafeteria 
plan"  would  be  taxable  to  participants  only  to  the  extent  they  are 
used  to  provide  an  otherwise  taxable  benefit. 

Transfer  payments 

The  current  exclusion  for  unemployment  compensation  benefits 
would  be  phased  out  for  incomes  above  $20,000  for  single  persons  and 
$25,000  for  married  couples. 


Tax-exempt  bonds 

1.  State  and  local  governments  would  have  the  option  of  issuing 
subsidized  taxable  bonds.  The  subsidy  rate  would  be  35  percent  of 
interest  costs  for  bonds  issued  in  1979  and  1980  and  40  percent  for 
bonds  issued  thereafter. 

2.  Interest  on  industrial  development  bonds  for  pollution  control 
facilities,  industrial  parks  and  hospital  construction  would  no  longer 
be  tax  exempt  unless,  in  the  case  of  hospitals,  there  is  a  certification 
by  the  State  that  those  new  hospitals  are  needed. 

3.  The  $5,000,000  small  issue  exemption  for  industrial  development 
bonds  would  be  eliminated  except  for  economically  depressed  areas, 
for  which  the  limit  would  be  increased  to  $10,000,000. 

4.  Industrial  development  bonds  still  qualifying  for  the  exemption 
would  also  be  eligible  for  the  option  for  the  taxable  bond  subsidy. 

Financial  institutions 

1.  The  excels  additions  to  the  bad  debt  reserves  of  commercial  banks, 
now  boinG:  pliasod  out  through  1987,  would  be  disallowed  as  of  1979, 
at  whicli  ( ime  banks  would  compute  their  bad  debt  reserves  based  on 
actual  experience. 

2.  The  excess  additions  to  the  bad  debt  reserves  of  savings  and  loan 
associations  and  mutual  savings  banks  would  be  phased  down  from  40 
percent  of  taxable  income  to  30  percent  of  net  income  over  a  5-year 
period. 

3.  The  tax  exemption  for  credit  unions  would  be  phased  out  over 
a  4-year  period,  and  after  1982,  they  would  be  taxed  on  the  same  basis 
as  savings  and  loan  associations. 

Foreipn  income 

1.  DISC  would  be  phased  out  over  a  3-year  period. 

2.  The  provisions  of  present  law  which  permit  the  tax  on  income 
earned  by  U.S. -controlled  foreign  corporations  to  be  deferred  until 
the  time  the  income  is  repatriated  to  the  United  States  would  be 
phased  out  over  a  3-year  period. 

Small  business 

1.  There  would  be  an  expansion  and  simplification  of  the  subchapter 
S  provi'^ions,  which  generally  allow  electing  small  business  corpora- 
tions to  be  taxed  in  a  manner  similar  to  partnerships. 

2.  The  provision  in  present  law  which  allows  losses  from  stock  in 
a  small  business  cor])oration  as  a  deduction  against  ordinary  income 
would  be  broadened  bv  doubling  (to  $1  million)  the  amount  of  stock 
which  may  qualifv,  increasing  the  aggregate  amount  of  losses  which 
mav  be  so  allowed  to  $50,000  ($100,000  on  a  joint  return)  and  by 
eliminating  some  revStrictions  on  the  use  of  the  provision. 

3.  Special  ADR  depreciation  rules  would  be  provided  for  busi- 
nesses whose  depreciable  assets  do  not  exceed  $500,000. 


EXPLANATION  OF  ADMINISTRATION'S  TAX  PROPOSALS 

I.  TAX  REDUCTION  PROPOSALS 

A.  Individual  Income  Tax  Reductions 

1.  Substitution  of  $240  exemption  credit  for  the  $750  exemption 

deduction  and  the  general  credit 

Present  law 

Under  present  law,  a  taxpayer  is  allowed  a  $750  deduction  for  each 
personal  exemption,  including  those  for  age  and  blindness.  The 
deduction  is  a  deduction  from  adjusted  gross  income  (AGI)  in  deter- 
mining taxable  income. 

In  addition,  taxpayers  are  allowed  a  "general  tax  credit"  equal  to 
the  greater  of  (1)  $35  per  exemption  or  (2)  for  each  return,  2  percent 
of  taxable  income  up  to  $9,000  (a  maximum  credit  of  $180). 
Administration  proposal 

The  Administration  proposal  would  replace  the  current  $750 
exemption  deduction  and  the  general  tax  credit  with  a  $240  personal 
tax  credit.^  The  credit  would  be  a  direct  reduction  in  tax  and  would 

1  The  Administration  intends  to  recommend  a  further  increase  in  the  $240 
exemption  credit  if  an  energy  bill  with  a  crude  oil  equalization  tax  passes  and 
provides  a  rebate  to  taxpayers  only  for  1978. 

not  be  refundable.  The  effects  of  this  proposal  on  the  tax-free  level  of 
income  are  shown  in  Appendix  B.  The  revenue  effect  by  income  class 
together  with  the  1979  rate  reduction  are  shown  in  table  6  of 
Appendix  A. 

Revenue  e_ffect 
Together  with  the  rate  reduction,  this  proposal  would  reduce  budget 
receipts  by  $22.5  billion  in  fiscal  1979  and  by  $25.7  billion  in  fiscal  1980. 

2.  Individual  tax  rate  reductions 

Present  law 
Under  present  law,  marginal  tax  rates  for  individual  taxpayers  range 
from  14  to  70  percent. 

Administration  proposal 

The  Administration  proposal  would  reduce  the  marginal  tax  rates 
from  the  present  range  of  14  to  70  percent  to  a  range  of  12  to  68  per- 
cent with  a  reduction  of  up  to  5  percentage  points  in  the  taxable  in- 
come range  of  $15,200  to  $27,200  (including  the  new  zero  bracket 
amount)  on  joint  returns.  For  returns  of  single  persons  the  rate 
reductions  would  be  somewhat  larger,  a  maximum  reduction  of  7  per- 
centage points. 

The  full  reduction  would  take  place  in  1979.  For  1978,  a  reduction 
of  one-fourth  the  full  reduction  would  apply.  The  proposed  rate  sched- 
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ules  for  1979  are  shown  in  Tables  7  and  8  of  Appendix  A  along  with 
the  tax  change  by  income  class  of  the  combined  $240  exemption  credit 
and  the  new  rates  in  table  6. 

Revenue  effect 
Together  with  the  $240  credit,  this  proposal  would  reduce  budget 
receipts  by  $22.5  billion  in  fiscal  1979  and  by  $25.7  billion  in  fiscal  1980. 


B.  Business  Tax  Reductions 

1.  Corporate  rate  reductions 

Present  law 

For  corporations,  the  normal  tax  rate  is  20  percent  on  the  first 
$25,000  of  taxable  income  and  22  percent  on  taxable  income  above 
$25,000.  In  addition,  there  is  a  surtax  of  26  percent  on  a  corporation's 
taxable  income  greater  than  $50,000.  These  rates  apply  to  a  taxable 
year  that  ends  before  January  1,  1979. 

For  taxable  years  that  end  after  December  31,  1978,  the  normal 
tax  will  be  22  percent  on  all  taxable  income.  The  surtax  of  26  percent 
will  apply  to  taxable  income  greater  than  $25,000,  which  will  make 
the  combined  48  percent  rate  applicable  to  taxable  income  above 
$25,000. 

Administration  proposal 

Effective  October  1,  1978,  under  the  Administration  proposal, 
the  normal  tax  would  be  reduced  by  2  percentage  points  to  18  percent 
on  the  first  $25,000  of  taxal^le  income  and  to  20  percent  on  all  taxable 
income  greater  than  $25,000.  The  surtax,  reduced  by  1  percentage  point 
to  25  percent,  would  apply  to  all  taxable  income  greater  than  $50,000. 
As  a  result,  the  combined  rate  on  taxable  income  above  $50,000  would 
be  45  percent.  The  surtax  would  be  reduced  by  one  additional  point  to 
21  percent  effective  January  1,  1980,  decreasing  the  combined  rate  of 
tax  on  taxable  income  above  $50,000  to  44  percent. 
Revenue  effect 

The  Administration  has  estimated  that  the  lower  corporation  in- 
come tax  rates  would  reduce  calendar  year  tax  liabilities  by  $1.3 
billion  in  1978,  $6.0  billion  in  1979,  $8.5  billion  in  1980,  $9.2  bil- 
lion in  1981,  $10.0  billion  in  1982  and  $10.8  billion  in  1983.  The 
proposal  would  reduce  budget  receipts  on  a  fiscal  year  basis  by  $4.0 
biUion  in  1979,  $7.1  bilHon  in  1980,  $8.8  billion  in  1981,  $9.6  billion 
in  1982  and  $10.3  billion  in  1983. 

2.  Investment  tax  credit 

Present  law 

Present  law  provides  a  credit  against  income  tax  liability  for  a  tax- 
payer's qualified  investment  in  certain  types  of  depreciable  business  or 
productive  assets  other  than  buildings.  Generally,  the  investment 
credit  rate  is  presently  10  percent  of  qualified  investment.  The  rate  was 
temporarily  increased  from  7  percent  to  10  percent  under  the  Tax 
Reduction  Act  of  1975  and  is  scheduled  to  return  to  7  percent  (4  per- 
cent for  certain  public  utility  property)  in  1981.  In  the  case  of  pol- 
lution control  facilities  for  which  special  five-year  amortization  has 
been  elected,  the  amount  of  the  investment  credit  is  generally  one- 
half  of  the  amount  which  would  otherwise  be  available. 

Eligible  property  consists  of  depreciable  property  having  an  esti- 
mated useful  life  for  depreciation  purposes  of  three  years  or  more. 
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In  addition,  this  property  must  be  either  tangible  personal  property 
or  other  tangible  property  (such  as  fixtures  and  heavy  machinery) 
that  is  used  as  an  integral  part  of  a  productive  process.  Buildings  and 
their  structural  components  do  not  generally  qualify  for  the  credit. 

Under  present  law,  investment  credits  for  any  year  may  be  used, 
dollar-for-dollar,  to  completely  offset  the  first  $25,000  of  a  taxpayer's 
income  tax  liability.  Only  50  percent  of  tax  liability  in  excess  of  $25,000 
may  generally  be  offset  by  investment  credits.  However,  utilities, 
railroads  and  airlines  are  allowed  increased  tax  liability  limitations 
under  present  law,  which  are  scheduled  to  return  gradually  to  the 
general  50-percent  limitation.  If  the  credits  earned  in  the  current  year 
exceed  the  tax  liability  limitation,  the  excess  may  be  carried  back  to 
the  three  preceding  taxable  years  and  carried  forward  to  the  seven 
following  taxable  years. 

Administration  proposal 

The  Administration  proposal  would  make  the  following  four 
changes  to  the  investment  credit  rules: 

a.  Permanent  J  0-percent  rate. — The  present  temporary  10-percent 
investment  tax  credit  rate  would  be  made  permanent,  eliminating-  the 
scheduled  reduction  to  7  percent  (1  percent  for  utilities)  in  1981. 

h.  Full  credit  jor  pollution  control  equipment. — The  full  10-percent 
credit  would  be  available  for  pollution  control  equipment  which  is 
amortized  over  a  5-year  period.  This  increased  credit  would  apply  to 
qualified  pollution  control  equipment  for  which  the  5-year  amortiza- 
tion election  was  made  after  December  31,  1977. 

c.  Credit  Jor  industrial  buildings  and  rehabilitation  expenditures. — 
The  investment  credit  would  be  available  for  industrial  buildings 
and  structures  placed  in  service  after  December  31,  1977.  Rehabilita- 
tion expenditures  for  existing  industrial  buildings  and  structures 
would  also  receive  the  credit  after  December  31,  1977.  These  credits 
would  be  available  only  to  the  extent  of  basis  attributable  to  construc- 
tion after  December  31,  1977. 

d.  Limitation  of  90  percent  of  tax  liahility. — The  tax  liability  limita- 
tion for  applying  investment  credits  by  all  taxpayers  would  be  changed 
to  90  percent  of  liability,  both  for  the' first  $25,000  of  tax  liability  and 
for  tax  liability  in  excess  of  $25,000.  These  amendments  would  apply 
for  taxable  years  beginning  after  December  31,  1978.^ 

Revenue  effect 

The  estimated  effects  from  the  proposed  changes  on  budget  receipts 
are  as  follows : 

[In  billions  of  dollars] 

Fiscal  year  receipts 


1979         1980         1981         1982        1983 


Full  credit  for  pollution  con- 
trol equipment —0.2     —0.1       —.1       —.1       — .  1 

Extend   10-percent  credit  to 

industrial  structures —1.8     —1.6     —1.8     —2.0     -r2. 2 

Increase  limitation  to  90  per- 
cent.__ —.4       —.7       —.4       —.2      —.2 


'  This  change  would  also  apply  to  WIN  Credit. 


C.  other  Tax  Rate  Reductions 

/.  Communication  (telephone,  etc.)  taxes 

Present  law 
Under  present  law,  amounts  paid  for  telephone  services  and  tele- 
tj^pewriter  exchange  services  are  generally  subject  to  the  communica- 
tions excise  tax.  For  1978,  the  rate  is  4  percent.  The  tax  is  being  phased 
out  by  reducing  the  rate  one  percentage  point  a  year  through  1981, 
after  which  the  tax  is  scheduled  to  expire. 

Administration  proposal 
The  Administration  proposal  would  repeal  the  communications 
excise  tax  as  of  October  1,  1978. 

Revenue  effect 
The  proposal  would  decrease  budget  receipts  by  $1.0  billion  in  fiscal 
1979  and  by  $1.1  billion  in  fiscal  1980. 

2.  Unemployment  tax  rate  reduction 

Present  law 

The  unemployment  compensation  program  is  a  Federal-State 
insurance  system  designed  to  provide  temporary  compensation  for  the 
loss  of  wages  by  unemployed  workers.  Funds  accumulated  from  pay- 
roll taxes  paid  by  the  employer  on  the  first  $6,000  of  earnings  of  each 
worker  permit  payment  of  benefits  to  unemployed  insured  workers. 

The  net  Federal  tax  was  increased  to  0.7  percent  beginning  Jan- 
uary 1,  1977.  That  rate  is  to  continue  until  certain  advances  from  the 
general  fund  to  supplement  the  then  dej)leted  unemployment  trust 
fund  have  been  repaid.  The  tax  rate  is  then  to  revert  to  0.5  percent. 
Administration  proposal 

Under  the  administration  proposal,  the  Federal  unemployment 
insurance  tax  would  be  reduced  to  0.5  percent,  effective  January  1, 
1979. 

Revenue  effect 

The  proposal  would  reduce  budget  receipts  by  $0.6  billion  in  fiscal 
1979  and  by  $0.9  billion  in  fiscal  1980. 

(13) 


II.  TAX  REFORM  PROPOSALS 
A.  Itemized  Deductions 

1.  Deductions    for   nonbusiness   sales,   gasoline,   and   personal 

property  taxes 

Present  law 

Present  law  permits  an  itemized  deduction  for  certain  State  and 
local  taxes,  even  when  the  taxes  are  not  related  to  any  business  or  in- 
vestment activity.  Such  deductible  taxes  include  nonbusiness  sales, 
gasoline,  and  personal  property  taxes. 

The  deductibihty  of  State  unemployment  disabihty  fund  taxes 
which  are  withheld  from  employees'  wages  is  uncertain  in  the  case  of 
taxes  levied  by  States  which  require  them  only  if  employers  do  not 
provide  private  coverage.  While  the  Internal  Revenue  Service  main- 
tains that  these  taxes  are  nondeductible  personal  insurance  expenses, 
the  Tax  Court  has  held  that  they  constitute  deductible  State  in- 
come taxes. 

Taxes  paid  by  an  individual  in  connection  with  a  trade  or  business 
are  generally  deductible  in  the  year  paid  or  incurred  even  though  they 
are  part  of  the  cost  of  a  capital  asset. 

Administration  proposal 

The  Administration  proposal  would  repeal  the  deductions  for  State 
and  local  sales  taxes,  gasoline  taxes,  and  personal  property  taxes  which 
are  not  business  related.  Also,  unemployment  disability  fund  taxes 
would  not  be  deductible  by  employees.  State  and  local  income  taxes 
and  real  property  taxes  would  continue  to  be  generally  deductible  in 
the  year  paid  or  incurred. 

In  addition,  taxes  related  to  a  business  activity  would  be  deductible 
under  normal  accounting  principles.  Thus,  taxes  related  to  the  acqui- 
sition of  a  capital  asset  would  have  to  be  capitalized.  In  addition,  con- 
struction period  taxes  would  be  capitalized. 

These  changes  would  apply  to  taxable  years  beginning  after  Decem- 
ber 31,  1978. 

Revenue  ejffect 
The  proposal  would  increase  budget  receipts  by  $2.7  billion  in  fiscal 
1979  and  by  $4.3  billion  in  fiscal  1980. 

2,  Deductions  for  medical  expenses  and  for  casualty  and  theft 

losses 

Present  law 
Under  present  law,  an  individual  may  claim  itemized  deductions 
for  the  following  medical  care  expenses:  (1)  the  lesser  of  $150  or  one- 
half  of  amounts  paid  for  medical  insurance  and  (2)  medical  expenses 
in  excess  of  3  percent  of  the  taxpayer's  adjusted  gross  income.  In 
calculating  expenses  subject  to  the  3-percent  limitation,  medical  insui;- 
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ance  premiums  are  included  to  the  extent  that  they  are  not  separately- 
deductible,  and  amounts  paid  for  medicine  and  drugs  are  counted 
to  the  extent  that  they  exceed  one  percent  of  adjusted  gross  income. 

Present  law  also  provides  an  itemized  deduction  for  the  total  of  the 
amounts  by  which  an  individual  taxpayer's  casualty  and  theft  losses 
exceed  $100  for  each  casualty  or  theft. 
Administration  proposal 

The  Administration  proposal  would  combine  the  medical  expenses 
and  the  casualty  and  theft  loss  deductions  into  a  single  itemized 
deduction  for  hardship  losses.  The  hardship  loss  deduction  would  be 
limited  to  the  total  of  medical  expenses  and  casualty  and  theft  losses 
exceeding  10  percent  of  adjusted  gross  income.  As  under  present  law, 
casualty  and  theft  losses  could  be  taken  into  account  only  to  the  extent 
that  they  each  exceed  $100.  The  separate  deduction  for  medical  insur- 
ance premiums  and  the  one-percent  floor  on  medicine  and  drugs  would 
be  repealed. 

In  addition,  the  definition  of  medical  care  expenses  would  be 
amended  to  cover  only  those  facilities,  services,  and  devices  which  are 
customarily  used  primarily  for  medical  purposes  and  which  are 
intended  primarily  for  medical  use  by  the  taxpayer  (or  his  dependents) . 

The  changes  would  apply  to  taxable  years  beginning  after  Decem- 
ber 31, 1978. 

Revenue  effect 

The  proposal  would  increase  budget  receipts  by  $1.3  billion  in  fiscal 
1979  and  by  $2.1  billion  in  fiscal  1980. 

3.  Deduction  for  political  contributions 

Present  law 
Under  present  law,  an  individual  who  itemizes  deductions  is  allowed 
a  deduction,  not  in  excess  of  $100  ($200  in  the  case  of  a  joint  return), 
for  political  contributions  and  newsletter  fund  contributions  made 
within  the  taxable  year.  Alternatively,  the  individual  may  elect  to  take 
an  income  tax  credit  equal  to  one-half  of  the  political  contributions 
and  newsletter  fund  contributions  made  within  the  taxable  year,  but 
the  credit  may  not  exceed  $25  ($50  in  the  case  of  a  joint  return). 

Administration  proposal 
The  Administration  proposal  would  repeal  the  itemized  deduction 
for  political  contributions,  but  would  retain  the  present  tax  credit. 
The  change  would  apply  to  taxable  years  beginning  after  Decem- 
ber 31, 1978. 

Revenue  effect 
The  proposal  would  increase  budget  receipts  by  $1  million  in  fiscal 
1979  and  by  $3  million  in  fiscal  1980. 


B.  Business  Deductions 

1.  Entertainment  and  travel  expenses 

Present  law 

Ordinary  and  necessary  expenses  paid  or  incurred  during  the  taxable 
year  generally  are  deductible  if  they  bear  a  reasonable  and  proximate 
relation  to  the  taxpayer's  trade  or  business,  or  to  nonbusiness  activities 
engaged  in  for  profit,  and  so  long  as  the  expenses  are  reasonable  in 
amount.  Ordinary  and  necessary  business  expenses  which  are  de- 
ductible may  include  the  cost  of  entertainment,  meals,  lodging,  travel, 
and  transportation. 

a.  Entertainment  expenses. — The  cost  of  entertainment  is  deductible 
only  to  the  extent  that  it  is  reasonable  in  amount,  is  allocable  to  the 
taxpayer's  business,  and  is  not  lavish  or  extravagant.  Business  enter- 
tainment may  include  expenses  related  to  club  memberships,  meals, 
shows,  sporting  activities,  conventions  and  trips,  and  various  enter- 
tainment facilities.  Generally,  whether  a  particular  entertainment 
expense  is  ordinary  and  necessary,  and  therefore  deductible,  depends 
upon  the  facts  and  circumstances  involved. 

No  deduction  is  allowed  for  entertainment  expenses  unless  the  tax- 
payer can  establish  that  they  are  directly  related  to  (the  "direct 
relationship"  test),  or  associated  with  (the  "associated  with"  test),  the 
active  conduct  of  the  business,  or  that  they  are  subject  to  any  of  a 
number  of  statutory  exceptions. 

Expenses  with  respect  to  entertainment  facilities,  such  as  clubs, 
lodges,  pools,  yachts,  and  airplanes,  may  be  deductible  if  they  are 
ordinary  and  necessary,  and  if  the  facility  is  used  primarily  (i.e.,  more 
than  one-half  of  the  time  that  it  is  used)  for  the  furtherance  of  the 
taxpayer's  business.  Moreover,  such  expenses  are  allowable  as  deduc- 
tions only  in  proportion  to  the  activities  which  are  directly  related  to 
the  trade  or  business. 

Generally,  no  deduction  is  allowed  for  entertainment  expenses 
unless  the  taxpayer  substantiates  by  adequate  records,  or  by  suffi- 
ciently corroborative  evidence,  (i)  the  amount  of  the  expense,  (ii)  the 
time  and  place  of  its  occurrence,  (iii)  its  business  purpose,  and  (iv)  the 
business  relationship  to  the  taxpayer  of  the  person  (s)  entertained  by 
the  taxpayer. 

h.  Travel  expenses. — Domestic  travel  expenses,  including  first  class 
airfare,  may  be  deductible  if  they  are  paid  or  incurred  away  from 
home  in  connection  with  the  taxpayer's  trade  or  business,  or  in  pursuit 
of  an  activity  engaged  in  for  profit.  The  deductibility  of  such  expenses 
depends  upon  the  primary  purpose  of  the  trip.  If  the  trip  is  related 
primarily  to  the  taxpayer's  business,  transportation  expenses  are  de- 
ductible even  though  the  taxpayer  engages  in  some  nonbusiness  activi- 
ties during  the  course  of  the  trip.  Conversely,  if  the  trip  is  primarily 
nonbusiness  in  nature,  then  no  amount  of  the  transportation  expenses 
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are  deductible.  However,  other  out-of-pocket  business  expenses  in- 
curred during  the  trip  are  deductible.  (Special  rules  apply  to  foreign 
travel,  and  to  foreign  conventions.) 
Administration  proposal 
The  Administration  proposal  generally  would  disallow  deductions 
for  entertainment  activities  and  facilities  (except  for  50  percent  of 
the  expense  of  entertainment  meals)  and  for  the  excess  of  first  class 
airfare  over  coach  fare.  One  half  of  the  dues  or  fees  paid  to  a  club 
or  organization  operated  solely  to  provide  meals  under  circumstances 
conducive  to  business  discussions  would  remain  deductible.  Enter- 
tainment expenses  incurred  in  connection  with  business  travel  also 
would  be  disallowed  under  the  Administration's  proposal.  However, 
except  as  to  the  proposed  limitation  on  the  deductibility  of  first  class 
airfare,  and  foreign  convention  expenses  the  Administration's  propos- 
als would  not  change  the  present  tax  treatment  of  business  travel  (in- 
cluding transportation,  lodging  and  meals) . 

Revenue  effect 
The  proposal  would  increase  budget  receipts  by  $664  million  in  fiscal 
1979  and  by  $1.5  billion  in  fiscal  1980. 

2.  Foreign  conventions 

Present  law 

Before  the  Tax  Reform  Act  of  1976,  a  deduction  was  allowed  for 
travel  expenses  paid  or  incurred  to  attend  a  foreign  convention  if 
the  expenses  were  reasonable  and  necessary  in  the  conduct  of  the 
taxpayer's  business  and  directly  attributable  to  the  trade  or  business. 

The  1976  Act  limited  the  deductions  allowable  for  the  expenses  of 
individuals  attending  foreign  conventions.  The  term  "foreign  conven- 
tion" means  any  convention,  seminar,  or  similar  meeting  held  outside 
the  United  States,  its  possessions,  and  the  Trust  Territory  of  the 
Pacific.  / 

Generally,  no  deduction  is  allowed  for  expenses  of  attending  more 
than  two  foreign  conventions  in  any  year.  Attendance  requirements, 
subsistence  limitations  and  coach  air  fare  limitations  apply  with  re- 
spect to  the  expenses  incurred  in  connection  with  the  two  foreign 
conventions  for  which  expenses  may  be  deducted. 

Administration  proposal 

Under  the  Administration  proposal,  expenses  of  attending  a  foreign 
convention  would  be  deductible  only  if  it  was  as  reasonable  to  hold 
the  convention  outside  the  United  States  and  possessions  as  within. 
The  factors  to  be  considered  in  determining  reasonableness  of  con- 
vention site  are  the  puriiose  and  activities  of  the  convention,  the  pur- 
pose and  activities  of  the  sponsoring  organization,  the  residence  of 
active  members  of  the  sponsoring  organization,  and  the  places  at 
which  other  meetings  of  the  sponsoring  organization  have  been  held 
and  the  particular  reason  (s)  why  the  convention  is  being  held  abroad 
rather  than  in  the  ITnited  States  or  possessions.  For  conventions  satis- 
fying this  test,  deductible  subsistence  expenses  could  not  exceed  125 
percent  of  the  Federal  per  diem  for  the  convention  site.  (Deductible 
air  fare  would  be  limited  to  coach  fare  under  the  generally  applicable 
proposed  rule  described  above.) 
Revenue  effect 

The  proposal  would  have  a  negligible  revenue  effect. 


C.  Tax  Shelters 

1,  Minimum  tax  for  individuals 

Present  law 

Under  present  law,  individuals  pay  a  minimum  tax,  in  addition  to 
the  regular  income  tax,  equal  to  15  percent  of  their  items  of  tax  prefer- 
ence in  excess  of  the  greater  of  a  $10,000  exemption  or  one-half  of  the 
individual's  regular  income  tax  liability.  The  item  of  tax  preference 
are:  (1)  the  excluded  one-half  of  capital  gains;  (2)  the  excess  of  percent- 
age depletion  over  the  basis  of  the  property;  (3)  accelerated  deprecia- 
tion on  real  property;  (4)  the  bargain  element  of  stock  options;  (5) 
accelerated  depreciation  on  personal  property  subject  to  a  lease;  (6)  the 
excess  of  amortization  of  child  care  facilities  over  regular  deprecia- 
tion ;  (7)  the  excess  of  amortization  of  pollution  control  facilities  over 
regular  depreciation;  (8)  the  excess  of  amortization  of  railroad  rolling 
stock  over  regular  depreciation;  (9)  adjusted  itemized  deductions  in 
excess  of  60  percent  of  adjusted  gross  income;  and  (10)  intangible 
drilling  costs  in  excess  of  the  straight-line  recovery  of  intangibles. 
Administration  proposal 

The  Administration  proposal  would  repeal  the  offset  of  half  of  reg- 
ular tax  ability.  All  preferences  in  excess  of  the  $10,000  exemption 
would  thus  be  subject  to  the  minimum  tax.  Also,  the  Administration 
proposal  would  delete  from  the  items  of  tax  preference  the  amount 
of  excluded  capital  gains  from  the  disposition  of  the  taxpayer's  princi- 
pal residence. 

Revenue  efect 

The  proposal  would  have  no  effect  upon  budget  receipts  in  fiscal 
1979.  It  will  increase  budget  receipts  by  $284  million  in  fiscal  1980. 

2.  At-risk  limitation 

Present  law 

Two  separate  "at  risk"  rules  were  enacted  by  the  Tax  Reform  Act 
of  1976  to  prevent  certain  tax  shelter  abuses.  One  rule  ("the  specific 
activity  at  risk  rule")  applies  to  all  taxpayers  (except  corporations 
which  are  neither  subchapter  S  corporations  nor  personal  holding 
companies)  who  engage  in  any  of  four  specified  activities:  producing 
and  distributing  motion  pictures,  farming,  equipment  leasing,  and 
exploring  for  oil  and  gas.  The  other  rule  ("the  partnership  at  risk 
rule")  applies  to  all  partnership  activities  other  than  real  estate  and 
those  to  which  the  specific  activity  at  risk  rule  applies. 
Administration  proposal 

The  Administration  proposal  would  revise  the  at  risk  rules  by  ex- 
panding the  specific  activity  at  risk  rule  to  apply  to  all  activities  other 
than  real  estate.  The  partnership  at  risk  rule  would  then  be  repealed 
as  redundant.  The  revised  at  risk  rule  would  apply  to  corporations  in 
which  5  or  fewer  individuals  own  more  than  50  percent  of  the  stock, 
as  well  as  to  all  subchapter  S  corporations  and  personal  holding  com- 
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panies.  In  the  case  of  an  affiliated  group  of  corporations,  the  revised 
at  risk  rule  would  apply  to  all  corporations  in  the  group  if  it  applied 
to  the  common  parent.  Finally,  the  revised  at  risk  rule  would  require 
taxpayers  to  recapture  deductions  previously  claimed  if  they  reduce 
their  amount  at  risk  in  the  activity  below  zero. 
Revenue  efect 
The  proposal  would  increase  budget  receipts  by  $2  million  in  fiscal 
1979  and  by  $14  million  in  fiscal  1980. 

3.  Real  estate  depreciation 

Present  law 

With  respect  to  new  residential  rental  property  (the  original  use  of 
which  commences  with  the  taxpayer),  both  the  200-percent  declining 
balance  method  and  the  sum-of-the-years  digits  methods  are  allowed. 
(The  sum-of-the-years  digits  is  not  allowed  for  any  other  class  of  real 
property.)  Residential  rental  property  which  is  used  property  can  be 
depreciated  at  a  125-percent  declining  balance  rate  if  it  has  a  remaining 
lief  of  20  years  when  acquired.  If  used  residential  rental  property  has 
a  remaining  life  of  less  than  20  years,  then  only  straight-line  depreci- 
ation is  allowed.  In  the  case  of  new  non-residential  property,  deprecia- 
tion under  the  declining  balance  method  is  limited  to  a  rate  which  does 
not  exceed  150-percent  of  the  rate  determined  under  the  straight-line 
method.  With  respect  to  used  non-residential  real  property,  no  acceler- 
ated method  of  depreciation  is  allowable.  Additionally,  the  estimated 
useful  lives  of  depreciable  real  property  is  based  upon  a  facts  and  cir- 
cumstances test. 

Administration  proposal 

Under  the  Administration  proposal,  with  exceptions  for  low-income 
housing  and  new  multi-family  housing,  depreciation  of  all  realty 
would  be  based  on  the  straight -line  method.  With  respect  to  low- 
income  housing,  a  taxpayer  could  elect  to  compute  depreciation  using 
current  methods  through  1982;  thereafter,  only  new  low-income 
housing  would  be  eligible  for  accelerated  methods,  and  the  maximum 
allowable  depreciation  would  be  based  upon  the  150-percent  declining 
balance  method.  New  multi- family  housing  could  be  depreciated 
through  1982  using  the  150-percent  declining  method;  after  1982,  only 
the  straight-line  method  would  be  allowable.  The  estimated  useful  lives 
of  depreciable  realty  would  be  based  upon  surveys  conducted  by  the 
Department  of  the  Treasury  of  lives  actually  used  by  taxpayers.  A 
limited  facts  and  circumstances  test  would  be  provided.  The  proposals 
only  apply  to  real  estate  constructed  or  acquired  after  the  relevant 
effective  dates. 

Revenue  effect 

The  proposal  would  increase  budget  receipts  bv  $27  million  in  fiscal 
year  1979  and  by  $168  million  in  fiscal  year  1980. 

4.  Classification  of  limited  partnerships 

Present  law 
Under  present  law,  the  terms  "partnership"  and  "corporation"  are 
rather  generally  defined.  The  existing  regulations  provide  that  an 
organization  formed  as  a  partnership  under  local  law  will  not  be  classi- 
fied as  a  corporation  for  tax  purposes  unless  it  has  more  corporate 
characteristics  than  noncorporate  ones.  Under  this  "prepondeomce" 
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test,  organizations  formed  as  partnerships  under  the  Uniform  Limited 
Partnership  Act  are  nearly  always  classified  as  partnerships  for  tax 
purposes. 

Under  present  law,  partnerships  are  not  treated  as  taxable  entities, 
and  each  partner  is  taxed  on  his  share  of  the  partnership  income  and 
allowed  to  deduct  his  share  of  any  partnership  losses.  On  the  other 
hand,  corporations  (except  for  certain  electing  corporations  with  a 
limited  number  of  shareholders — supchapter  S  corporations)  are 
taxed  as  separate  entities,  with  no  pass-through  of  corporate  income  or 
losses  to  the  shareholders. 

Administration  proposal 

The  Administration  proposal  would  treat  a  limited  partnership 
formed  after  the  effective  date  as  a  corporation  for  tax  purposes  if  the 
partnership  has  more  than  15  limited  partners. 

Generally,  the  effective  date  would  be  the  date  of  enactment.  How- 
ever, if  substantially  all  of  a  partnership's  assets  consist  of  housing, 
the  effective  date  would  be  January  1,  1983.  However,  the  proposal 
would  not  apply  to  a  partnership  if  supstantially  all  (i.e.,  more  than 
90  percent)  of  its  assets  consists  of  subsidized  low-income  housing 
which  is  entitled  to  an  accelerated  depreciation  method. 

In  two  circumstances,  the  proposal  would  apply  to  a  partnership 
formed  before  the  effective  date.  First,  it  would  apply  if  the  number 
of  limited  partners  increased  after  the  effective  date.  Second,  it  would 
apply  if  a  limited  partner  contributed  money  or  property  to  the  part- 
nership after  tlie  effective  date  (unless  the  contribution  was  made  pur- 
suant to  a  binding  agreement  entered  into  on  or  before  the  effective 
date). 

Revenue  efect 
The  proposal  would  result  in  a  negligable  increase  in  budget  receipts. 
5.  Audits  of  partnerships 

Present  law 

Partnerships  are  not  taxable  entities.  Rather,  each  partner  reports 
his  share  of  the  partnership  income  or  loss  and  tax  credits.  Partnerships 
file  annual  information  returns  showing  the  gross  income,  deductions 
and  credits  of  the  partnership  and  the  allocation  of  taxable  income 
or  loss  and  credits  to  the  partners. 

While  the  Internal  Revenue  Service  may  examine  a  partnership 
information  return,  it  cannot,  under  present  law,  make  adjustments 
to  partnership  taxable  income  at  the  partnership  level  which,  ulti- 
mately, would  be  binding  at  the  partner  level.  The  Service  must  in- 
stead pursue  the  adjustment  with  each  partner  separately.  Further, 
the  statute  of  limitations  on  adjustments  to  tax  liability  of  some  part- 
ners may  expire  before  the  Service  can  finish  its  audit  work  with 
respect  to  each  partner. 

Administration  proposal 
The  Administration  proposal  would  establish  procedural  rules  al- 
lowing the  Internal  Revenue  Service  to  make  an  audit  determination 
at  the  partnership  level  which,  ultimately,  would  be  binding  upon  the 
partnei's  if  it  is  either  agreed  to  by  a  representative  of  the  partner- 
ship or  sustained  in  court  in  litigation  between  the  Service  and  the 
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partnership.  Under  these  rules,  the  Service  would  provide  separate 
notices  to  each  partner  both  as  to  the  commencement  of  the  audit  of 
the  partnership  return  and  the  result  of  the  audit.  Further,  a  special 
statute  of  limitations  would  be  provided  for  adjustments  of  partner- 
ship income,  loss  or  credits  on  the  partner's  return. 

Revenue  efect 
The  proposal  would  result  in  a  negligable  increase  in  budget  receipts. 

6.  Deferred  annuities 

Present  law 

An  annuity  contract  may  provide  that  annuity  payments  are  to 
commence  shortly  after  the  consideration  for  the  contract  is  paid  (an 
immediate  annuity)  or  the  contract  may  provide  that  annuity  pay- 
ments are  to  commence  after  an  extended  period  following  the  date 
on  which  the  contract  was  initially  purchased  (a  deferred  annuity). 
Under  present  law,  investment  income  earned  on  amounts  invested  in 
an  annuity  contract  is  not  taxed  to  the  policyholder  until  payments 
are  made  under  the  contract.  Investment  income  earned  on  assets  held 
in  a  life  insurance  company's  reserve  for  an  annuity  contract  is  not 
taxed  to  the  insurance  company  to  the  extent  that  income  is  required 
to  be  added  to  the  reserve. 

If  the  holder  of  an  annuity  contract  withdraws  a  portion  of  the 
amount  invested  in  the  contract  (withdrawals  are  permitted  before 
annuity  payments  commence)  the  amounts  withdrawn  are  not  treated 
as  income  until  all  capital  invested  in  the  contract  has  been  with- 
drawn. As  annuity  payments  are  made,  each  payment  is  allocated 
between  income  and  capital  on  the  basis  of  the  capital  investment  in 
the  contract  at  the  time  annuity  payments  began. 
Administration  proposal 

Under  the  Administration  proposal,  investment  income  on  amounts 
invested  in  an  annuity  contract  would  generally  be  taxed  currently 
to  the  policyholder  during  the  accumulation  period  (i.e.,  the  period 
beginning  when  an  amount  is  first  invested  in  the  contract  and  ending 
when  annuity  payments  commence).  An  exception  would  be  provided 
for  a  single  deferred  annuity  contract  designated  by  the  taxpayer  (a 
designated  contract)  under  which  the  amount  invested  each  year  (in- 
cluding reinvested  policy  dividends)  is  $1,000  or  less.  Transition  rules 
would  be  provided  for  existing  contracts. 

The  Administration  also  proposes  that  amounts  withdrawn  from, 
and  loans  by  the  issuer  to  the  holder  of,  an  annuity  contract  during 
the  accumulation  period  be  considered  income  until  all  untaxed  accu- 
mulations of  income  have  been  paid  to  the  policyholder.  The  change  in 
treatment  of  amounts  withdrawn  during  the  accumulation  period 
would  apply  to  all  contracts  (including  preexisting  and  designated 
contracts). 

No  change  would  be  made  in  the  tax  treatment  of  annuity  contracts 
held  under  tax-qualified  employees  benefit  plans  or  of  tax  deferred 
annuities  for  teachers  or  employees  of  certain  types  of  tax-exempt 
organizations. 

Revenue  effect 

The  proposal  would  have  no  effect  upon  fiscal  1979  budget  receipts, 
but  it  will  increase  fiscal  1980  budget  receipts  by  $12  milhon,  and  by 
increasing  amounts  to  $57  milhon  in  fiscal  1983. 
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7,  Accrual  accounting  for  certain  farming  operations 

Present  law 

Under  present  law,  most  taxpayers  engaged  in  farming  can  use  the 
cash  method  of  accounting  and  generally  can  deduct  preproductive 
period  expenses  when  paid.  However,  with  certain  exceptions,  the 
Tax  Reform  Act  of  1976  required  corporations  (and  partnerships  in 
which  nonexcepted  corporations  are  partners)  engaged  in  farming  to 
to  use  the  accrual  method  of  accounting  and  to  capitalize  prepro- 
ductive period  expenses  (sec.  447).  The  1976  Act  provided  the  follow- 
ing exceptions:  (1)  subchapter  S  corporations;  (2)  "family"  corpora- 
tions (in  which  one  family  owned  at  least  50  percent  of  the  stock) ; 
(3)  corporations  with  annual  gross  receipts  of  $1  million  or  less; 
and  (4)  nurseries. 

In  addition,  the  1976  Act  modified  traditional  cash  accounting  for 
"farming  syndicates"  by  (1)  allowing  a  deduction  for  prepaid  feed, 
seed  or  other  farm  supplies  only  when  used  or  consumed,  (2)  requiring 
capitalization  or  inventorying  of  certain  poultry  expenses,  and  (3) 
requiring  capitalization  of  certain  preproductive  period  expenses  paid 
or  incurred  to  raise  a  grove,  orchard  or  vineyard  to  maturity  (sec.  464). 
For  these  purposes,  a  farming  syndicate  is  a  partnership  or  any  other 
enterprise  (other  than  a  corporation  which  has  not  elected  sub- 
chapter S)  engaged  in  the  trade  or  business  of  farming  if  either  (1) 
participation  interests  are  registered  or  required  to  be  registered  with 
a  State  or  Federal  securities  agency,  or  (2)  more  than  35  percent  of 
the  enterprise's  losses  are  allocable  to  limited  partners  or  limited 
entrejjreneurs  (that  is,  with  certain  exceptions,  persons  not  actively 
participating  in  the  management  of  the  farming  enterprise). 
Administration  proposal 

Under  the  Administration  proposal,  family  farming  corporations 
(other  than  those  which  are  excepted  under  another  present  law 
exemption)  and  all  farming  syndicates  would  be  required  to  use  an 
accrual  method  of  accounting  and  to  capitalize  preproductive  period 
expenses.  The  proposal  would  also  expand  the  definition  of  preproduc- 
tive period  expenses  to  eliminate  the  specific  exemption  for  taxes 
(other  than  income  taxes  and  real  property  taxes) . 

The  proposal  would  retain  the  present  law  exceptions  to  required 
accrual  accounting  and  capitalization  of  preproductive  period  expenses 
for  (1)  subchapter  S  corporations  (other  than  those  classified  as 
farming  syndicates),  (2)  small  corporations  (those  with  $1  miUion 
or  less  in  annual  gross  receipts),  and  (3)  nurseries. 
Revenue  efect 

The  proposal  would  increase  budget  receipts  by  $18  million  in  fiscal 
1979  and  by  $33  milhon  in  fiscal  1980. 


D.  Simplification  of  the  Asset  Depreciation  Range  System 

Present  law 
Present  law  provides,  in  general,  that  the  estimated  useful  life  of  a 
depreciable  asset  may  be  determined  by  the  taxpayer  on  the  basis  of 
either  a  facts  and  circumstances  test  or,  at  the  election  of  the  taxpayer, 
the  class  life  asset  depreciation  range  system  (ADR  system).  In  gen- 
eral, the  ADR  system  provides  asset  guideline  classes  and  periods 
for  eligible  property.  The  asset  depreciation  range  is  the  estimated 
useful  life  of  eligile  property  which  may  vary  between  80  percent  and 
120  percent  of  the  asset  guideline  period.  Under  the  ADR  system,  the 
half-year  and  modified  half-year  conventions  are  provided  to  take  into 
account,  for  purposes  of  computing  depreciation,  the  various  times 
assets  are  placed  in  service  during  the  taxpayer's  taxable  year.  If  a 
taxpayer  makes  the  annual  election  to  use  the  ADR  system,  certain 
annual  reporting  requirements  are  necessary. 

Administration  proposal 
The  Administration  proposal  seeks  legislative  authority  to  issue 
new  ADR  regulations  to  simplify  and  reduce  the  length  of  the  present 
regulations.  Additionally,  specific  changes  sought  are  as  follows: 
(1)  the  straight-line  and  declining  balance  methods  of  depreciation, 
would  be  the  only  acceptable  methods  of  depreciation;  (2)  salvage 
value  would  be  disregarded  for  all  purposes;  (3)  the  half-year  con- 
vention would  be  required  for  assets  placed  in  service  during  the  tax- 
payer's taxable  year;  and  (4)  the  annual  reporting  requirement 
would  be  required  to  respond  to  specific  survey  requests. 

Revenue  efect 
The  proposal  would  liave  a  negligible  revenue  effect. 
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E.  Alternative  Tax  on  Capital  Gains 

Present  law 

Under  present  law,  a  noncorporate  taxpayer  who  has  a  net  capital 
gain  for  the  taxable  year  (i.e.,  net  gain  from  the  sale  or  exchange  of 
capital  assets  held  by  the  taxpayer  for  more  than  one  year  in  excess  of 
net  loss  from  the  sale  or  exchange  of  capital  assets  held  by  the  tax- 
payer for  one  year  or  less)  may  deduct  50  percent  of  the  amount  of 
the  net  capital  gain  from  gross  income. 

In  addition,  a  noncorporate  taxpayer  may  be  subject  to  an  alterna- 
tive tax  in  lieu  of  that  which  ordinarily  would  be  imposed,  but  only 
if  the  amount  of  the  alternative  tax  would  be  less  than  the  amount 
of  the  tax  which  otherwise  would  be  imposed  on  the  gain.  In  gen- 
eral, under  the  alternative  tax,  the  first  $50,000  of  net  long-term  capital 
gain  is  taxed  at  a  rate  of  25  percent. 
Administration  proposal 

The  Administration  proposal  would  repeal  the  alternative  tax  for 
noncorporate  taxpayers. 

Revenue  ejffect 
The  proposal  would  have  no  effect  on  fiscal  1979  budget  receipts.  It 
would  increase  fiscal  1980  budget  receipts  by  $140  million. 
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F.  Fringe  Benefits 

L  Employer  provided  health,  disability,  and  life  insurance  plans 

Present  law 

Under  present  law,  employees  can  exclnde  from  gross  income  tJie 
value  of  benefits  provided  under  employer-sponsored  health,  disability, 
and  (to  a  limited  extent)  group  life  insurance  plans  even  though  the 
plans  may  discriminate  in  favor  of  employees  who  are  shareholders, 
officers,  or  highly  compensated  (the  prohibited  group).  Employers  are 
generally  permitted  a  current  tax  deduction  for  the  cost  of  providing 
these  benefits  even  though  the  employees  are  not  required  to  include 
them  in  income. 

Administration  proposal 

The  Administration  proposal  would  permit  employees  to  exclude  the 
value  of  benefits  under  an  employer-sponsored  health,  disability,  or 
group  life  insurance  plan  from  income  only  if  the  plan  (1)  satisfies 
certain  nondiscriminatory  participation  standards  similar  to  the 
standards  which  apply  to  a  tax-qualified  retirerdent  plan,  and  (2)  does 
not  discriminate  in  favor  of  the  "prohibited  group"  with  regard  to  the 
benefits  provided. 

Also,  under  the  Administration's  proposal,  additional  limitations 
would  apply  to  plans  so  that  not  more  than  25  percent  of  employer 
contributions  allocable  to  benefits  for  a  plan  year  could  be  used  to  pur- 
chase benefits  for  a  class  of  individuals  each  of  whom  owns  (directly 
or  indirectly)  an  ownership  interest  in  excess  of  10  percent. 
Revenue  efect 

The  proposal  would  increase  budget  receipts  in  fiscal  year  1979  by 
$14  million  and  by  $32  million  in  fiscal  year  1980. 

2.  Employee  death  benefits 

Present  law 
Under  present  law,  a  special  exclusion  from  gross  income  is  pro- 
vided in  the  case  where  amounts  are  paid  by,  or  on  behalf  of,  an  em- 
ployer to  the  estate  of  a  deceased  employee  or  to  the  beneficiaries  of 
the  deceased  employee  if  the  payments  are  made  by  reason  of  the  death 
of  the  employee.  This  special  exclusion  may  not  exceed  $5,000. 
Administration  proposal 
The  Administration  proposal  would  repeal  the  $5,000  employee 
death  benefit  exclusion. 
Revenue  effect 
The  proposal  would  increase  budget  receipts  in  fiscal  year  1979  by 
$5  million  and  in  fiscal  year  1980  by  $34  million. 

3.  Integration  of  tax-qualified  pension  plans  with  social  security 

Present  law 
Under  present  law,  a  tax-qualified  pension,  profit-sharing,  or  stock 
bonus  plan  must  not  discriminate  in  favor  of  higher-paid  employees 
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by  providing  benefits  or  contributions  that  increase,  as  a  percentage 
of  pay,  at  higher  pay  levels.  An  integrated  pension,  etc.,  plan  provides 
a  lower  rate  of  benefits  or  contributions  for  the  part  of  an  employee's 
pay  taken  into  account  under  the  social  security  system  than  for  the 
part  of  the  employee's  pay  in  excess  of  the  pay  covered  by  social 
security.  An  integrated  plan  can  meet  the  anti-discrimination  rules  of 
present  law  if  the  combination  of  employer-paid  plan  benefits  or  con- 
tributions and  employer-paid  social  security  benefits  or  contributions 
does  not  increase,  as  a  percentage  of  pay,  at  higher  pay  levels.  Under 
this  standard,  integrated  plans  can,  in  some  cases,  meet  the  anti- 
discrimination rules  of  present  law  even  though  they  provide  no  em- 
ployer-paid benefits  or  contributions  for  rank-and-file  workers. 
Administration  proposal 

The  Administration  proposal  would  replace  the  current  standards 
governing  social  security  integration  with  standards  requiring  that 
an  integrated  pension,  profit-sharing,  or  stock  bonus  plan  provide 
minimum  benefits  to  all  plan  participants.  For  plans  offsetting  social 
securit}^  benefits  against  plan  benefits,  the  extent  of  the  offset  would 
depend  on  the  extent  to  which  the  plan  replaces  preretirement  income. 
For  other  plans,  there  would  have  to  be  at  least  1  percent  in  employer- 
paid  contributions  or  benefits  below  the  plan's  integration  level  for 
every  1.8  percent  above  that  level. 

The  proposal  would  apply  to  plan  years  beginning  after  Decem- 
ber 81, 1979. 

Revenue  effect 
The  proposal  would  have  no  revenue  effect  in  fiscal  1979. 
4.  "Cafeteria  plans" 

Present  law 
Under  present  law,  the  taxation  of  benefits  provided  under  a 
"cafeteria  plan"  (i.e.,  an  arrangement  under  which  a  participant  may 
designate  how  employer  contributions  on  his  behalf  are  to  be  allocated 
among  taxable  and  nontaxable  fringe  benefits)  depends  upon  whether 
the  participants  have  the  option  to  select  a  benefit  which  currently 
would  be  includible  in  income  if  offered  separately  (e.g.,  cash  or  group- 
term  life  insurance  in  excess  of  $50,000)  and  whether  the  plan  was  in 
existence  on  June  27,  1974.  An  employer  contribution  to  a  cafeteria 
plan  m  existence  on  June  27,  1974,  is  taxable  to  a  participant  only 
to  the  extent  that  a  taxable  benefit  is  selected.  However,  if  the  plan 
was  not  in  existence  on  June  27,  1974,  the  participant  is  taxable  to  the 
extent  that  the  contribution  could  have  been  used  to  provide  a  taxable 
benefit.  These  rules  apply  to  employer  contributions  made  before 
January  1,  1978.  Under  present  law,  no  specific  guidance  is  provided 
for  the  tax  treatment  of  contributions  made  on  or  after  January  1, 
1978.  "^ 

Administration  proposal 
Under  the  Administration  proposal,  if  a  cafeteria  plan  does  not 
discrimmate  in  favor  of  employees  who  are  officers,  shareholders, 
or  highly  compensated  (the  prohibited  group)  in  providing  tax- 
free  benefits,  then  an  employer  contribution  would  be  taxable  to  a 
participant  only  to  the  extent  that  it  is  used  to  purchase  taxable  bene- 
fits. Health  benefits  provided  under  a  cafeteria  plan  would  be  tested 
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separately  under  antidiscrimiration  rules  corresponding  to  those  that 
are  proposed  for  separate  health  benefit  plans. 

Employer  contributions  to  a  discriminatory  cafeteria  plan  would 
be  included  in  the  income  of  participating  members  of  the  prohibited 
group. 

The  new  rules  would  apply  to  taxable  years  beginning  after  Decem- 
ber 31,  1978. 

Revenue  effect 

The  proposal  would  result  in  a  negligible  increase  in  budget  receipts. 
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G.  Transfer  Payments 

Unemployment  compensation 

Present  law 

Under  present  law,  by  reason  of  administrative  practice,  unemploy- 
ment compensation  benefits  paid  under  government  programs  gen- 
erally are  not  includible  in  gross  income.  However,  benefits  paid 
under  private  plans  (e.g.,  employer  financed  unemployment  benefit 
plans  and  union  sponsored  plans)  are  includible  in  income  when 
received. 

Administration  proposal 

The  Administration  proposal  would  include  unemployment  com- 
pensation paid  pursuant  to  government  programs  in  the  taxable 
income  of  taxpayers  whose  income  from  all  sources  (including  unem- 
ployment compensation)  exceeds  either  $20,000,  in  the  case  of  single 
taxpayers,  or  $25,000,  in  the  case  of  married  taxpayers.  These  benefits 
would  be  includible  in  income  at  the  rate  of  50  cents  of  each  dollar  of 
unemployment  compensation  for  each  dollar  of  income  from  all 
sources  (including  unemployment  compensation)  in  excess  of  the 
appUcable  $20,000  or  $25,000  limit. 
Revenue  effect 

The  proposal  would  increase  budget  receipts  by  $151  million  in  fiscal 
1979  and  by  $208  million  in  fiscal  1980. 
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H.  Tax-Exempt  Bonds 

1,  Taxable  bond  option  with  Federal  interest  subsidy 

Present  law 
Under  present  law,  interest  on  State  and  local  government  obliga- 
tions is  generally  exempt  from  Federal  income  tax.  The  exemption 
applies  to  all  State  and  local  government  bonds   other  than  most 
industrial  development  bonds  and  arbitrage  bonds. 

Administration  proposal 

The  Administration  proposal  would  permit  State  and  local  govern- 
ments, ])ossessions  of  the  United  States,  and  the  District  of  Columbia 
to  elect"  to  issue  taxable  obligations.  Under  the  proposal,  the  Federal 
Government  would  provide  an  interest  subsidy  of  35  percent  of  the 
interest  cost  on  taxable  State  and  local  obligations  issued  during  1979 
and  1980,  and  40  percent  for  obligations  issued  thereafter. 

All  obligations  (including  tax-exempt  industrial  development 
bonds)  which  may  be  issued  as  tax-exempt  under  the  Internal  Eevenue 
Code  or  under  the  Housing  Act  of  1937  would  be  eligible  for  the  tax- 
able bond  option.  Obligations  on  which  the  United  States  guarantees 
all  or  part  of  the  principal  or  interest  would  not  be  eligible  for  the  sub- 
sidy. Obligations  which  the  United  States  is  committed  to  purchase 
as  a  means  of  providing  financial  assistance  would  not  be  eligible  for 
the  subsidy. 

The  Federal  Government  would  make  a  payment  of  35  or  40 
percent  (depending  on  the  date  on  which  the  obligation  was  issued) 
of  the  interest  liabiHty  of  each  obligation  without  any  condition  or 
requirement  by  the  Secretary  of  the  Treasury.  The  availabihty  of 
funds  necessary  to  finance  the  Federal  interest  subsidy  would  be 
assured  by  estabhshing  an  entitlement  for  State  and  local  govern- 
ments equal  to  the  amount  of  the  appropriations  necessary  to  pay 
the  full  cost  of  the  interest  subsidy. 
Revenue  effect 

This  proposal  would  increase  budget  receipts  by  $23  million  in  1979, 
$237  million  in  1980,  $619  million  in  1981,  $1,112  million  in  1982  and 
$1,525  million  in  1983.  . 

The  interest  subsidy  w^ould  increase  outlays  (on  a  fiscal  year  basis) 
by  $99  million  in  1979,  $495  million  in  1980,  $977  million  in  1981, 
$1,599  million  in  1982  and  $2,221  million  in  1983. 
2.  Tax  treatment  of  industrial  development  bonds 

Present  law 
Under  present  law,  interest  on  State  and  local  government  obliga- 
tions is  generally  exempt  from  Federal  income  tax.  However,  tax 
exemption  is  denied  to  State  and  local  government  issues  of  industrial 
develo])ment  bonds  with  certain  exceptions.  A  State  or  local  govern- 
ment bond  is  an  industrial  development  bond  if  (1)  all  or  a  major  por- 
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tion  of  the  proceeds  of  the  issue  are  to  be  used  in  any  trade  or  busi- 
ness not  carried  on  by  a  government  or  tax-exempt  organization,  and 
(2)  payment  of  principal  or  interest  is  secured  by  an  interest  in,  ori 
derived  from  payments  with  respect  to,  property  used  in  a  trade  or 
business.  i 

One  exception  to  the  general  rule  allows  tax  exemption  to  certain  \ 
small  issues  of  industrial  development  bonds;  that  is,  issues  in  amounts 
of  $1  million  or  less,  if  the  proceeds  are  used  for  the  acquisition  or  con- 
struction  of  land  or  depreciable  property.  At  the  election  of  the  issuer,  ' 
the  $1  million  hmitation  may  be  increased  to  $5  million.  If  this  election 
is  made,  the  exemption  is  restricted  to  projects  where  the  capital  ex-  • 
penditures  over  a  six-year  period  do  not  exceed  $5  million.  ' 

Tax  exemption  also  is  allowed  for  industrial  development  bonds  ' 
issued  to  finance  the  following  exempted  facilities  without  any  dollar 
limitation :  ' 

(1)  Residential  real  property  for  family  units; 

(2)  Sports  facilities; 

(3)  Convention  or  trade  show  facilities; 

^  (4)  Airports,  docks,  wharves,  mass  commuting  facilities,  park- 
ing facihties,  or  storage  or  training  facilities  directly  related  to 
these  facilities; 

(5)  Facihties  used  to  provide  sewage  treatment  or  solid  waste 
disposal  treatment  and  facihties  designed  for  the  local  furnishing 
of  electric  energy  or  gas ; 

(6)  Air  or  water  pollution  control  facihties; 

(7)  Facilities  for  the  furnishing  of  water,  if  available  on  reason- 
able demand  to  members  of  the  general  public,  and 

(8)  Industrial  parks. 

Administration  proposal 

a.  Increase  in  amount  of  small  issues  exemption. — The  Administration 
proposal  would  revise  the  industrial  development  bond  small  issue 
exemption  by  doubling  the  $5  million  small  issue  exemption  to  $10 
mihion.  The  proposal  also  would  limit  the  small  issue  exemption  to 
mdustrial  development  bonds  issued  to  finance  the  acquisition  or  con- 
struction of  land  or  depreciable  property  in  economically-distressed 
areas.  Economically-distressed  areas  would  be  defined  by  reference  to 
such  factors  as  (1)  an  average  annual  unemployment  rate  in  excess  of 
the  national  average  rate  and  (2)  an  average  annual  growth  rate  in 
employment  below  the  corresponding  national  rate. 
^  b.  Repeal  of  tax  exemption  for  IDE's  issued  for  pollution  control  facil- 
ities and  industrial  parks.— "The  Administration  proposal  would  repeal 
the  tax  exemption  for  industrial  development  bonds  issued  to  finance 
ponution  control  facilities  and  industrial  parks. 

c.  Denial  of  tax  exemption  on  IDE's  issued  for  hospitals  without 
certifcate  ofneed.—T\\^  Administration  proposal  would  add  to  the 
definition  of  industrial  development  bonds  for  which  an  exemption  is 
not  available,  obligations  which  are  issued  to  finance  private,  non- 
profit hospitals  unless  need  for  the  facilities  had  been  established  under 
the  Public  Healtli  Services  Act  or  the  Social  Security  Act. 

Revenue  effect 
This  proposal  would  increase  budget  receipts  by  a  negligible  amount 
m  fiscal  year  1979,  and  by  $35  million  in  fiscal  year  1980. 


I.  Financial  Institutions 

1.  Bad  debt  reserves  of  commercial  banks 

Present  law 

Under  present  law,  commercial  banks  may  claim  a  bad  debt  deduc- 
tion which  need  not  be  related  directly  to  loan  loss  experience.  Com- 
mercial banks  are  permitted  to  claim  a  bad  debt  deduction  based  on  a 
fixed  percentage  of  ehgible  loans.  The  present  rate  of  1.2  percent  is 
scheduled  to  decrease  to  0.6  percent  in  1982,  and  reserves  Avill  have  to 
be  based  on,  actual  loan  loss  experience  in  1988  and  thereafter.  The 
excess  of  the  amount  of  the  allowable  bad  debt  deduction  for  the  tax- 
able year,  over  the  amount  that  would  have  been  allowable  had  the 
institution  maintained  its  bad  debt  reserve  for  all  taxable  years  on 
the  basis  of  actual  experience,  is  an  item  of  tax  preference  subject  to 
the  minimum  tax. 

Administration  proposal 

The  proposal  would  require  commercial  banks  to  use  their  actual 
loan  loss  experience  for  computing  their  bad  debt  deductions  beginning 
m  1979. 

Revenue  eifect 

The  proposal  would  increase  budget  receipts  by  $102  million  in  fiscal 
1979  and  by  $229  million  in  fiscal  1980. 

2.  Bad  debt  reserves  of  thrift  institutions 

Present  law 

Under  present  law,  thrift  institutions  (mutual  savings  banks,  sav- 
ings and  loan  associations,  and  cooperative  banks)  may  claim  a  bad 
deduction  based  on  a  percentage  of  taxable  income  without  regard  to 
their  actual  loss  experience  on  loans.  This  percentage  is  set  at  41 
percent  for  1978  and  at  10  percent  for  1979  and  thereafter.  The  excess 
of  the  amount  of  the  allowable  bad  debt  deduction  for  the  taxable 
year,  over  the  amount  that  would  have  been  allowable  had  the^  institu- 
tion maintained  its  bad  debt  reserve  for  all  taxable  years  on  the  basis 
of  actual  experience,  is  an  item  of  tax  preference  subject  to  the  mini- 
mum tax. 

Administration  proposal 

Under  the  proposal,  thrift  uistitutions  would  be  required  to  reduce 
their  bad  debt  deduction  to  30  percent  of  taxable  income  over  a  5- 
year  period  begmnmg  in  1979.  (As  a  result  of  these  changes,  thrift 
institutions  would  be  entitled  to  the  investment  tax  credit  at  an 
increased  rate  which  would  be  70  percent  of  the  credit  available  to 
other  entities.) 

Revenue  effect  . 

The  proposal  would  increase  budget  receipts  by  $17  million  m  fiscal 
1979  and  by  $59  million  in  fiscal  1980. 
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3.  Taxation  of  credit  unions 

Present  law 

Under  present  law,  credit  unions  are  tax-exempt.  ' 

Administration  proposal 

The  proposal  would  repeal  the  tax  exemption  for  credit  unions. 
After  a  transition  period,  credit  unions  generally  would  be  taxed  on 
the  same  basis  as  saAdngs  and  loan  associations  except  that  they  would 
not  be  restricted  as  to  their  investments  in  order  to  get  the  special 
treatment.  Credit  unions  would  be  entitled  to  the  same  bad  debt  deduc- 
tion as  savings  and  loans,  although  the  amount  of  the  deduction  avail- 
able under  the  percentage  of  taxable  income  method  would  be  phased 
down  ratably  from,  in  effect,  100  percent  to  30  percent  over  a  period 
of  five  years.  (As  a  result  of  these  changes,  credit  unions  would  be 
entitled  to  the  investment  tax  credit  rate  which  would  be  TO  percent 
of  the  credit  available  to  other  entities.) 
Revenue  effect 

The  proposal  would  increase  budget  receipts  by  $10  uiillion  in  fiscal 
1979  and  by  $35  million  in  fiscal  1980. 


J.  Foreign  Income 

1.  Repeal  of  DISC 

Present  law 

Under  present  law,  U.S.  corporations  may  defer  tax  on  a  portion 
of  their  export-related  income  by  channeling  it  through  a  Domestic 
International  Sales  Corporations  (DISC's).  Special  pricing  rules  on 
transactions  between  the  parent  and  its  DISC  permit  a  favorable 
allocation  of  profit  to  a  DISC.  Before  1976,  one-half  of  a  DISC's 
income  was  not  subject  to  tax  as  long  as  these  profits  were  invested 
in  export-related  assets.  In  the  Tax  Reform  Act  of  1976,  DISC  benefits 
were  restricted  by  tying  the  amount  of  income  eligible  for  deferral 
to  increases  in  exports.  (Deferral  was  allowed  only  to  the  extent  that 
the  DISC'S  exports  of  the  current  year  exceeded  67  percent  of  its 
average  exports  during  a  four  year  moving  base  period.) 
Administration  'proposal 

The  Administration  proposal  would  repeal  the  DISC  provisions 
over  a  3-year  period.  DISC  tax  benefits  would  be  reduced  by  one- 
third  for  DISC  tax  years  ending  in  1979,  reduced  two-thirds  for  DISC 
tax  years  ending  in  1980,  and  eliminated  entirely  for  1981  and  follow- 
ing years.  Under  the  proposal,  accumulated  DISC  income  of  prior 
years  would  remain  tax  deferred  as  long  as  it  continued  to  be  invested 
in  export- related  assets. 
Revenue  effect 

This  provision  would  increase  budget  receipts  in  fiscal  1979  by  $0.2 
billion,  and  in  fiscal  1980  by  $1.7  billion. 

2.  Termination  of  deferral 

Present  law 
As  a  general  rule,  income  earned  by  a  U.S.-controUed  foreign  corpo- 
ration ("CFC")  is  not  taxed  to  its  U.S.  shareholders  until  it  is  dis- 
tributed in  the  form  of  dividends.  This  is  referred  to  as  "deferral" 
of  the  earnings  of  CFC's.  There  are,  however,  exceptions  under  which 
U.S.  shareholders  are  currently  taxed  on  certain  undistributed  tax 
haven  income  of  CFC's  and  on  the  passive  income  of  foreign  personal 
holding  companies.  (Losses  of  CFC's  may  not  be  used  to  offset  in- 
come of  their  U.S.  shareholders. 

Administration  proposal 
The  Administration  proposal  would  phase  out  the  "deferral''  of 
earnings  of  CFC's  over  a  3-year  period  by  treating  an  appropriate 
fraction— one-third  in  1979,  two-thirds  in  1980,  and  the  entire  amount 
in  1981  and  thereafter— of  a  CFC's  gross  income,  deductions,  and 
foreign  taxes  as  having  been  earned  or  incurred  directly  by  its  U.S. 
shareholders.  The  earnings  of  a  CFC  would  be  taxed  currently  whether 
or  not  they  are  paid  to  the  U.S.  shareholders  (usually  parent  com- 
panies) as  dividends.  Conversely,  U.S.  shareholders  would  be  allowed 
to  claim  losses  incurred  by  their  CFC's. 
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D. 

The  Administration's  proposal  also  includes  certain  changes  de-  \ 
signed  to  mitigate  the  impact  of  the  termination  of  deferral.  The 
excess  foreign  tax  credit  rules  would  be  liberalized  to  extend  the  carry-  ) 
back  period  for  excess  foreign  tax  credits  from  the  present  two  years 
to  three  years  and  the  carryforward  period  from  the  present  five  years  i 
to  seven  years.  U.S.  shareholders  would  be  allowed  to  take  into  ac-  ' 
count  unrealized  currency  exchange  gains  or  losses  attributable  to 
their  foreign  subsidiaries.  The  proposal  also  contemplates  that  the 
Treasury  would  consider  the  possibility  of  continuing  deferral  in  cer-  ' 
tain  circumstances  in  future  tax  treaties. 

Revenue  effect  [ 

This  proposal  would  increase  budget  receipts  in  fiscal  1979  by  $40 
million  and  in  fiscal  1980  by  $0.9  billion. 


K.  Small  Business 
/.  Small  business  corporations  (subchapter  S) 

Under  present  law,  subchapter  S  of  the  Internal  Revenue  Code 
allows  certain  corporations  engaged  in  an  active  trade  or  business  to 
be  treated  for  income  tax  purposes  in  a  manner  similar  to  that  ac- 
corded partnerships. 
a.  Eligibility  for  subchapter  S  election 

i.  Number  of  shareholders 
Present  law. — Under  present  law,  a  corporation  generally  must  have 
ten  or  fewer  shareholders  to  qualify  as  a  small  business  corporation. 
After  a  corporation  has  been  an  electing  subchapter  S  corporation  for 
5  taxable  years,  it  may  increase  its  number  of  qualifying  shareholders 
to  fifteen.* 

Administration  proposal. — The  Administration  proposal  would  allow 
an  electing  subchapter  S  corporation  to  have  fifteen  or  fewer  share- 
holders from  its  initial  election.  This  change  would  apply  to  taxable 
years  beginning  after  December  31,  1977. 

a.  Certain  trusts  permitted  as  shareholders 
Present  law. — Present  law  generally  requires  that  the  shareholders 
of  a  quahfying  small  business  corporation  be  individuals.  Exceptions 
allow  grantor  trusts  and  voting  trusts  to  be  shareholders  and  permit 
trusts  established  under  the  will  of  a  deceased  shareholder  temporary 
ownership  for  no  more  than  sixty  days. 

Administration  proposal— The  Administration  proposal  would  per- 
mit a  testamentary  trust  to  be  an  eligible  shareholder  for  the  term  of 
a  trust  established  under  the  will  of  a  deceased  shareholder.  Similarly, 
an  inter  vivos  grantor  trust  which  now  qualifies  as  a  shareholder  would 
continue  to  qualify  after  the  grantor's  death.  A  qualifying  trust  would 
be  required  to  distribute  all  income  currently  to  its  beneficiaries  in 
shares  fixed  by  the  governing  instrument  of  the  trust.  For  purposes  of 
determining  the  number  of  shareholders  in  the  electing  small  business 
corporation,  each  beneficiary  having  a  present  interest  in  the  trust 
income  would  be  treated  as  a  shareholder.^  These  changes  would  apply 
to  taxable  years  beginning  after  December  31, 1978. 
Hi.  Husband  and  wife  as  one  shareholder 
Present  law. — Under  present  law,  a  husband  and  wife  are  treated  as 
one  shareholder  in  an  electing  small  business  corporation  if  the  stock 

»  Under  special  conditions,  the  number  of  shareholders  may  exceed  ten  (but 
not  fifteen)  during  the  initial  five-year  period. 

2  Because  of  the  general  increase  to  fifteen  shareholders,  special  rules  tnat 
permit  the  corporation  to  have  more  than  10  shareholders  in  certam  hmited 
circumstances  (section  1371(e))  would  be  repealed. 
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is  community  property  (or  the  income  from  the  stock  is  communitv' 
property),  or  if  the  stock  is  held  by  the  husband  and  wife  as  joint 
tenants,  tenants  by  the  entirety,  or  tenants  in  common. 

Ad7nmistmtion   proposal—The   Administration    proposal    would 
eliminate  the  requirement  that  the  stock  be  community  property,  or  be 
held  by  a  married  couple  as  joint  tenants,  tenants  by  the  entirety,  or' 
tenants  m  common.  The  change  would  apply  to  taxable  years  bee:inninff 
after  December  31, 1978.  ^  s 

b.  Election  to  be  taxed  under  subchapter  S 

i.  Time  for  election 
Present  Zaw.— Under  present  law,  a  small  business  corporation  may 
elect  to  be  taxed  under  subchapter  S  for  a  taxable  year  at  any  time 
during  the  first  month  of  the  year  or  at  any  thne  during  the  preceding 
month.  J^or  a  new  corporation,  the  first  month  of  the  taxable  year 
does  not  begin  until  the  corporation  has  shareholders,  acquires  assets 
or  begms  doing  busmess,  whichever  occurs  first.  Unless  terminated' 
an  election  continues  m  effect  and  does  not  have  to  be  renewed 
annually. 

Administration  proposal—The  Administration  proposal  would 
pennit  a  corporation  to  make  an  election  under  subchapter  S  at  any 
time  before  the  beginning  of  the  taxable  year  and  for  60  days  after 
the  beginning  of  a  taxable  year.  This  change  would  apply  to  taxable 
years  beginning  after  December  31, 1978. 
n.  Termination  of  election 

Present  law.—Vnder  present  law,  the  termination  of  an  election  is 
generally  retroactive  to  the  first  day  of  the  taxable  year,  even  if  it  is 
caused  by  an  event  occurring  at  the  end  of  the  year 

Administration  proposal—Vnder  the  Administration  proposal,  the 
termination  of  an  election  would  take  effect  on  the  date  of  the  trig- 
gering event.  I.e.,  the  date  when  the  corporation  fails  to  qualify  as  a 
small  business  corporation  or  the  date  of  revocation.  However  a 
termmation  during  the  first  year  after  an  election  still  would  take 
effect  retroactively  to  the  first  day  of  the  taxable  year  in  order  to  pre- 
vent the  creation  of  short  taxable  years  for  tax  avoidance  purposes. 
31    197?''^^  ""^^  -^  ^°  ^^^^^^^  ^^^""^  beginning  after  December 

Hi.  Election  following  termination 

Present  few.— Under  present  law,  a  corporation  whose  election 
1:?^  L!u  .  ^Pi®^  ^  ^^  termmated  may  not  make  a  new  election  until 
tne  tilth  taxable  year  after  the  termination  (unless  the  Treasury 
consents  earlier  to  a  new  election). 

AdmiTiistration  proposal—Under  the  Administration  proposal,  if  an 
election  under  subchapter  S  is  terminated  because  the  corporation 
ceases  to  quality  as  a  small  business  corporation  (e.g.,  because  it  has 
too  niany  shareholders  or  owns  100  percent  of  another  corporation's 
stock),  but  subsequently  qualifies  for  a  later  year,  filing  a  timely 
return  as  a  subchapter  S  corporation  for  the  later  year  would  be 
treated  as  a  binding  request  for  consent  to  a  new  election.  In  deter- 
mining-whether  to  grant  such  a  request,  the  Treasury  would  take  into 
account  the  tact  that  termination  was  inadvertent.  This  change  would 
apply  to  taxable  years  beginning  after  December  31,  1978 
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Revenue  e-ffect 

These  proposals  would  have  a  negligible  revenue  loss. 
c.  Net  operating  loss  carryover 

Present  law. — Under  present  law,  a  shareholder  may  deduct  losses 
sustained  by  a  subchapter  S  corporation  only  to  the  extent  of  his 
adjusted  basis  in  the  corporation's  stock  and  loans  to  the  corporation 
from  him.  Losses  in  excess  of  the  taxpayer's  adjusted  basis  may  not  be 
utilized  for  other  taxable  years. 

Administration  proposal. — Under  the  Administration  proposal, 
shareholder  whose  net  operating  losses  from  a  subchapter  S  corpora- 
tion exceed  his  basis  in  the  corporation's  stock  and  debt  would  be 
allowed  to  deduct  his  losses  to  the  extent  of  subsequent  increases  in  his 
basis.  Losses  would  not  be  transferable;  they  could  be  deducted  only 
by  the  same  shareholder  in  a  subsequent  year. 

While  the  subchapter  S  election  remains  in  effect,  the  carryover 
would  be  allowed  as  a  deduction  at  the  end  of  each  subsequent  taxable 
year  of  the  corporation.  However,  the  amount  allowed  as  a  deduction 
would  be  limited  to  the  shareholder's  basis  in  the  corporation  at  the 
end  of  the  year  (taking  into  account  all  adjustments  made  during  the 
year).  Any  unused  portion  of  the  carryover  would  be  allowed  as  a 
deduction  twelve  calendar  months  after  the  subchapter  S  election  is 
terminated.  However,  the  amount  allowed  as  a  deduction  would  be 
limited  to  the  shareholder's  basis  at  the  end  of  the  twelfth  month. 
Whenever  the  carryover  is  allowed  as  a  deduction,  a  corresponding 
reduction  in  basis  would  be  required.  These  changes  would  apply  to 
taxable  years  begioning  after  December  31,  1977. 
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2.  Small  business  corporation  stock 

Present  law 

Under  present  law,  a  shareholder's  loss  on  coi-porate  stock  is  gen- 
erally treated  as  a  capital  loss.^  However,  an  exception  is  provided  for 
stock  in  certain  small  business  corporations  which  is  called  "Section 
1244  stock."  A  loss  sustained  by  an  individual  on  section  1244  stock  is 
treated  as  an  ordinary  loss,  up  to  a  maximum  of  $25,000  in  one  year 
($50,000  in  the  case  of  a  husband  and  wife  filing  a  joint  return).* 

The  exception  applies  only  if  the  stockholder  is  an  individual.  It 
covers  only  losses  sustained  by  the  original  purchaser. 

In  order  to  qualify  as  section  1244  stock,  stock  must  be  common 
stock  m  a  domestic  corporation;  it  must  be  issued  pursuant  to  a  plan 
adopted  by  the  issuing  corporation;  and  it  must  be  issued  for  money 
or  other  property  (not  including  stock  or  securities).  A  corporation  may 
not  issue  more  than  $500,000  of  section  1244  stock  and  the  total  stock 
offering  plus  the  equity  capital  of  the  corporation  may  not  exceed 
$1,000,000.  (Thus,  a  corporation  whose  equity  capital  exceeds  $1,000,- 
000  cannot  issue  section  1244  stock.) 

The  special  treatment  accorded  losses  in  section  1244  stock  is  limited 
to  companies  engaged  in  an  active  trade  or  business. 

Administration  proposal 

Generally,  the  Administration  proposal  would  liberalize  the  rules 
relating  to  section  1244  stock. 

A  corporation  would  be  permitted  to  issue  up  to  $1,000,000  of  sec- 
tion 1244  stock  and  the  $1,000,000  ceiHng  on  the  corporation's  equity 
capital  would  be  eliminated. 

^  Tl^^^^^^^/T^"^^  amount  treated  as  an  ordinary  loss  would  increase 
to  $50,000  ($100,000  in  the  case  of  a  joint  return). 

In  addition,  the  requirement  that  the  stock  be  issued  pursuant  to  a 
pfan  would  be  repealed.  All  stock  issued  during  the  corporation's  tax- 
able year  would  be  section  1244  stock  if  the  aggregate  worth  of  all 
stock  ever  issued  by  the  corporation  is  $1,000,000  or  less.  (For  this  pur- 
pose the  worth  of  stock  would  be  the  value  of  the  consideration  paid 

i7nnnnnn''''h7^^''  f '''^"^-^  ^^  ^^^  aggregate  worth  of  stock  exceeds 
5t>l,000,000  at  the  end  of  the  taxable  year,  but  was  less  than  $1,000,000 
at  the  end  of  the  taxable  year,  then  an  allocable  portion  of  the  stock 
issued  during  the  year  would  be  treated  as  section  1244  stock. 

The  changes  would  apply  to  stock  sold  after  the  date  of  enactment. 
Kevenue  e_ffect 

It  IS  estimated  that  the  small  business  stock  changes  would  have 
no  revenue  effect. 

varSS'lSaSs  ^^"'^''^"^  ^''^  ^''"^  deductible.  Capital  losses  are  subject  to 
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3.  Depreciation  relief  for  small  businesses 

Present  law 

Under  present  law,  a  taxpayer  may  depreciate  assets  under  either 
a  facts  and  circumstances  test  or,  at  the  election  of  the  taxpayer,  the 
asset  depreciation  range  system.  (See  present  law  discussion  under  the 
previous  part  of  this  summary  entitled  "Simplification  of  the  Asset 
Depreciation  Range  System".) 
Administration  proposal 

Under  the  Administration  proposal,  special  regulations  would  be 
issued  governing  depreciation  by  businesses  whose  depreciable  assets 
(that  are  subject  to  the  new  rules)  in  the  aggregate,  initially  did  not 
exceed  $500,000.  This  $1  million  initial  asset  cost  test  would  be  ap- 
plied at  the  entity  level.  A  specially  simplified  schedule  of  class  lives, 
similar  to  those  under  the  ADR  system,  would  be  made  available  to 
electing  businesses.  Taxpayers  would  be  allowed  to  vary  a  class  life 
within  a  40  percent  iiange,  as  is  allowed  under  ADR.  In  general,  the 
qualified  businessois  that  elect  to  use  the  special  class  lives  could  also 
ignore  salvage  value,  would  be  permitted,  but  not  required,  to  adopt 
the  half-year  convention,  and  generally  Avould  not  be  required  to  par- 
ticipate in  statistical  surveys  required  of  those  that  elect  under  the 
ADR  system,  as  it  is  proposed  to  be  amended  by  the  administration. 
Revenue  effect 

The  proposal  would  have  no  revenue  eifect. 


APPENDICES 


APPENDIX  A:  ESTIMATED  REVENUE  EFFECTS  OF 
ADMINISTRATION  TAX  PROPOSALS 

Table  1. — Summary  of  Revenue  Effects  of  the  Administration's  In- 
come Tax  Reductions,  Tax  Reforms  and  Telephone  Excise  and 
Unemployment  Insurance  Tax  Reductions,  Fiscal  Years  197d-83 

[In  billions  of  dollars] 

Fiscal  years — 
1979    1980    1981    1982    1983 

Individual  income  tax: 

Tax  reductions.- __   —22.5  —25.7  —29.2  —33.4  —38.5 

Tax  reforms. -.___ __        4.2        7.4        8.9      10.6      12.3 

Net  change —18.3  —18.2  —20.3  -22.8  —26.2 

Corporation  income  tax: 

Tax  reductions- _ -6.3     —9.4  -11.1  -11.8  -12.8 

Tax  reforms 1.1         3.0        4.3         5.0        5.2 

Netchange-__ —5.1     —6.5     —6.8     —6.8     —7.6 

Telephone  excise  and  un' 
employment  insurance 
tax  reductions. —1.6     —2.0     —1.6     —1.2     —1.1 

Total. _  -25.0  -26.6  -28.6  -30.8  -34.9 

Source:  Office  of  the  Secretary  of  the  Treasury,  Office  of  Tax  Analysis. 
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Table  6. — Distribution  of  Administration  1979  Individual  Tax  Rate 
Cut  and  $240  Credit  in  lieu  of  the  $750  Exemption  ^  By  Expanded 
Income  Class 

[1976  income  level] 


Expanded  Income  class 


Returns 
with  tax 
decrease  2 
(thousands) 


Amount 

of  tax 

decrease 

(millions) 


Percentage 

distribution 

of  tax 

decrease 


0-$5,000 5,  104 

$5,000  to  $10,000 16,  919 

$10,000  to  $15,000 15,  764 

$15,000  to  $20,000 11,  753 

$20,000  to  $30,000 9,  845 

$30,000  to  $50,000 3,  325 

$50,000  to  $100,000 975 

$100,000  and  over 242 

Total 63,926 


-$423 

2.4 

-2,  008 

11.6 

-3,  150 

18.2 

-3,  588 

20.7 

-4,  688 

27.  1 

-2,217 

12.8 

-881 

5.  1 

-359 

2.  1 

17,314 


100.0 


^  6.2  million  returns  are  made  nontaxable. 

-  Nearly  30  thousand  returns  have  tax  increases  of  about  $9  million. 
^  Expanded  income  equals  adjusted  gross  income  plus  minimum  tax  preferences 
less  investment  interest  expense  to  the  extent  of  investment  income. 

Source  :  Office  of  the  Secretary  of  the  Treasury,  Office  of  Tax  Analysis. 
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Table  9. — Distribution  of  the  Administration's  Proposed  Itemized 
Deduction  Changes  (Repeal  of  the  State  Gasoline,  Sales,  and 
Personal  Property  Tax  Deductions  and  a  10-percent  Floor  on 
Medical  and  Casualty),  By  Expanded  Income  Class  ^ 

[1976  income  level] 


Expanded  income ^ 


Returns 
with  tax 
increase 
(thou- 
sands) 


Amount 

of  tax 

increase 

(millions) 


Percentage  > 
distribution 
of  tax 
increase 


0  to  $5,000 

$5,000  to  $10,000-. 
$10,000  to  $15,000.. 
$15,000  to  $20,000._ 
$20,000  to  $30,000.. 
$30,000  to  $50,000.. 
$50,000  to  $100,000. 
$100,000  and  over.. 

Total 


82 
1,038 
3,160 
4,536 
6,252 
2,727 
882 
232 


$2 
89 
352 
636 
1,220 
930 
524 
281 


2.2 

8.7 
15.8 
30.2 
23.0 
13.0 

7.0 


18,909    4,035 


100.0 


'These  provisions  would  cause  an  estimated  6.1  million  returns  to  switch  to 
the  standard  deduction. 

'  Expanded  income  equals  adjusted  gross  income  plus  minimum  tax  preferences 
less  investment  interest  expense  to  the  extent  of  investment  income. 
Less  than  half  of  1  percent. 

Source :  Office  of  the  Secretary  of  the  Treasury,  Office  of  Tax  Analysis. 
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Appendix  B:  Tax-Free  Income  Levels  Under  Present  Law  and  the 
Administration  Proposal  Compared  to  Projected  Property 
Levels 


Tax-free  levels 


Adminis- 
tration 
Present        proposal, 
law  1979 


Projected 

1979 

poverty 

levels  1 


Single  person $3,200         $3,967  $3,449 

Couple  without  children 5,  200  6,  553  4,  438 

Family  of  4 7,200  9,256  6,959 

'  Applicable  to  nonfarm  families.  Assumes  Consumer  Price  Index  of  203.9  in  1979. 
Source :  OflBce  of  the  Secretary  of  the  Treasury,  Office  of  Tax  Analysis. 


